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COUNCIL  ON  WAGE  AND  PRICE 
STABILITY 

(6  CFR  Part  705] 

Request  for  Comments  on 
Modifications  to  Voluntary  Pay  and 
Price  Standards 

agency:  Council  on  Wage  and  Price 
Stability. 

ACTION:  Request  for  comments  on 
modifications  to  voluntary  pay  and  price 
standards. 


summary:  The  Council  is  seeking  broad 
public  participation  in  evaluating  the 
voluntary  pay  and  price  standards. 

Public  input  analyzing  and  reviewing  the 
first  program  year  is  essential  in  order  to 
design  an  effective  second  year 
program. 

To  facilitate  preparation  of  comments, 
the  Council  has  provided  background 
information  on  issues  or  difficulties 
which  must  be  resolved  for  the  second 
program  year.  'I  hese  practical  or 
conceptual  issues  relate  both  to  the  pay 
and  price  standards,  and  they  raise 
possible  modifications  to  the  first  year 
program. 

From  the  comments  received,  the 
Coundl  will  publish  proposed  standards 
in  September  1979.  The  final  voluntary 
standa,>'ds  will  be  available  before 
October  1. 

DATES:  Comments  on  change  in  program 
year  by  August  I."),  1979.  Comments  on 
modifications  to  voluntary  pay  and  price 
standards  by  September  5, 1979. 

ADDRESS;  Send  comments  to:  Office  of 
General  Counsel,  Council  on  Wage  and 
Price  Stability,  Winder  Building,  600 
17th  Street.  N.W..  Washington,  D.C. 
20006. 

FOR  FURTHER  INFORMATION  CONTACT: 

David  A.  Henderson.  (202)  456-6286. 

SUPPLEMENTARY  INFORMATION:  The 

Council  is  specifically  soliciting 
comments  on  issues  presented  in  this 
document,  although  comments  on  any 
related  issues  will  be  appreciated. 
Comments  should  be  sent  to  the  above 
address  no  later  than  Wednesday, 
September  5, 1979.  Because  of  special 
time  constraints  for  consideration  of  a 
possible  change  to  a  calendar-basis 
program,  comments  of  that  issue  only 
should  be  received  by  August  15. 
Comments  received  in  advance  of  these 
deadlines  will,  of  course,  be 
appreciated. 

Authority. — Council  on  Wage  and  Price 
Stability  Act,  Pub.  L.  93-387,  as  amended  (12 
U.S.C.  1904  note):  EO  12092. 


Issued  in  Washington,  D.C..  August  6. 1979. 

R.  Robert  Russell, 

Acting  Director,  Council  on  Wage  and  Price 
Stability. 

I.  Introduction 

On  October  24, 1978,  the  President 
announced  an  anti-inflation  program 
that  included,  as  one  element,  a  set  of 
voluntary  pay  and  price  standards. 

While  compliance  with  the  standards 
has  not  been  universal,  they  have 
effectively  restrained  the  rise  of  prices 
in  the  industrial  sector  of  the  economy, 
and  they  have  also  helped  to  hold  down 
the  increase  in  employment  costs.  But, 
since  October,  there  has  been  a  sharp 
acceleration  of  the  rise  in  food  and 
energy  prices  and  in  the  costs  of  home 
purchase  and  financing.  These  sources 
of  inflation  have  been  largely  beyond 
the  reach  of  the  program.  Problems  have 
been  created  by  the  accelerated  rise  in 
these  prices,  however,  that  must  be 
taken  into  account  in  designing  the 
standards  for  the  second  year.  In 
addition,  it  has  become  evident  that  a 
few  of  the  provisions  of  the  standards 
have  given  rise  to  distortions  and 
inequities.  As  the  first  program  year 
comes  to  a  close,  it  is  vital  that  we 
evaluate  the  performance  so  far  and 
consider  various  modifications  for  the 
second  year. 

The  importance  of  public  participation 
in  this  review  process  cannot  be 
overstated.  Much  can  be  learned  from 
the  people  who  have  had  working 
experience  with  the  program  to  date. 
Also,  since  this  is  a  voluntary  program, 
public  cooperation  is  essential:  and 
constructive  public  participation  in  the 
decison-making  process  should 
contribute  greatly  to  that  end. 

Accordingly,  the  Council  has  chosen 
to  solicit  comments  on  the  first-year 
standards,  rather  than  issue  proposed 
second-year  standards.  This  is  being 
done  to  encourage  comments  from  all 
interested  persons,  companies,  and 
organizations  and  to  ensure,  insofar  as 
possible,  that  the  process  of  public 
participation  is  as  full,  and  our  own 
consideration  of  all  possibilities  as 
open-minded,  as  possible.  To  help 
people  present  their  views,  we  set  forth 
below  a  number  of  major  conceptual 
and  practical  issues  that  must  be 
resolved  before  standards  for  the 
second  program  year  are  developed. 
While  the  list  is  fairly  comprehensive,  it 
is  not  intended  to  be  exhaustive:  w'e 
welcome  any  and  all  pertinent 
comments  and  suggestions. 

Comments  are  requested  by 
Wednesday,  September  5, 1979,  with  the 
following  exception.  We  have  already 
received  suggestions  that  we  move  the 


program  to  a  calendar-year  basis.  This 
could  be  done  either  by  extrapolating 
the  first-year  standards  through  the 
fourth  quarter  of  1979  (pro-rating  the 
annual  limitations)  dr  by  adopting  a  15- 
month  second  “program  year”  to  begin 
October  1, 1979,  The  advantage  of  such 
a  change  would  be  that  for  most 
companies  the  fiscal  year  is  the 
calendar  year;  the  shift  might  therefore 
reduce  accounting  and  computational 
burdens  on  them.  On  the  other  hand,  it 
might,  on  balance,  increase  these 
burdens  because  many  companies  have 
been  making  their  plans  in  expectation 
of  a  twelve-month  second  program  year 
beginning  in  October.  We  are  therefore 
requesting  comments  on  this  issue  only 
by  August  15.  A  change  in  the  program 
year  would  not  impair  the  ability  of  the 
Council  to  promptly  issue  guidelines 
that  would  be  effective  October  1.  But 
many  who  wish  to  comply  with  the 
standards  have  an  immediate  need  to 
plan  for  the  fourth  quarter  of  1979:  it  is 
for  this  reason  that  we  call  for  these 
particular  commeaits  at  once. 

On  the  basis  of  the  comments  we 
receive  by  September  5  on  all  other 
issues,  we  will  prepare  drafts  of 
standards  incorporating  the  major  policy 
decisions.  These  will  be  published  by 
mid-September,  providing  a  brief 
opportunity  for  public  comment  on  them. 
Whatever  modifications  result  from 
those  comments  will  be  incorporated  in 
the  final  version  of  the  standards,  to  be 
available  before  October  1. 

Finally,  and  separately  from  the 
foregoing  process,  we  are  working  on 
revising  the  procedural  regulations.  We 
expect  to  publish  proposed  revisions  in 
mid-August,  again  allowing  opportunity 
for  public  comment.  The  proposed 
regulations  will  be  accompanied  by  a 
description  of  a  number  of  procedural 
issues,  including  the  proper  degree  of 
public  participation  in  the  actual 
administration  of  the  program. 

Section  II  evaluates  the  performance 
of  the  standards  during  the  first  program 
year.  Section  III  discusses  the  major 
issues  that  must  be  considered  in 
designing  the  second-year  standards. 

II.  Economic  Review  of  the  First 
Program  Year 

During  the  last  nine  months,  inflation 
has  worsened  significantly.  The  overall 
inflation  rate  has  accelerated  primarily 
because  of  severe  problems  in  three 
major  sectors  of  the  economy:  food, 
energy,  and  housing.  Price  standards 
alone  cannot  solve  the  problems  in  these 
special  sectors  because,  fundamentally, 
they  result  from  the  pressure  of  growing 
demand  in  the  face  of  comparatively 
fixed  or  contracting  supplies. 
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Nonetheless,  a  high  degree  of 
compliance  with  the  basic  price 
standard  during  the  first  program  year 
has  prevented  a  sharp  rise  in  the 
inflation  rate  outside  those  problem 
sectors. 

Increases  in  unit  labor  costs  have 
accelerated,  but  this  has  been  the  result 
of  a  sharp  deterioration  in  productivity 
growth  rather  than  accelerating  pay-rate 
increases.  In  addition,  much  of  the 
increase  has  been  in  the  form  of  higher 
employment  taxes  and  nonwage  fringe- 
benefit  costs  (medical-care  insurance 
and  pension  costs).  Thus,  the  rise  in 
labor  costs  has  not  meant  a 
corresponding  increase  in  take-home 
pay  of  workers  to  meet  the  increased 
price  of  purchased  goods  and  services. 

The  combination  of  declining 
productivity  and  soaring  energy  and 
food  prices  has  therefore  led  to  a  loss  of 
real  incomes  for  American  workers. 
Workers  understandably  believe  that 
they  are  entitled  to  recover  this  loss,  but 
an  attempt  to  do  so  would  accelerate  the 
w'age/price  spiral  and  raise  the  prices  of 
a  wide  range  of  goods  and  services.  The 
special  problems  of  food,  energy,  and 
housing  can  no  more  be  solved  by 
simply  granting  higher  nominal  pay 
increases  than  by  attempting  artificially 
to  hold  down  prices  of  those  items.  For 
the  economy  as  a  whole,  growth  in  real 
income  is  the  result  of  improving 
productivity  and  expanding  supplies  of 
goods  and  services.  It  is  not  the  result  of 
nominal  money-wage  Increases. 

The  price  and  pay  trends  in  the  first 
program  year  are  discussed  in  more 
detail  below,  with  particular,  focus  on 
their  implications  for  the  second-year 
standards. 

A.  Prices 

The  contribution  of  the  three  major 
problem  sectors — food,  energy,  and 
home  purchase — to  the  acceleration  of 
inflation  is  clearly  evident  in  Figure  1 
and  Table  1. 
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FIGURE  1 

COMPONENTS  OF  THE  CONSUMER  PRICE  INDEX 

(ANNUAL  RATES  OF  CHANGE) 


Source:  U.S.  Department  of  labor.  Bureau  of  Labor  Statistics  - 

l_/Food,  energy,  home  purchase,  home  finance,  insurance  and  taxes,  and 
used  car  components  of  the  Consumer  Price  Index. 

^/All  other  items  of  the  CPI. 


TABLE  1 


COMPONENTS  OF  THE  CONSU.MER  PRICE  INDEX 
(Annual  Percentage  Rates  of  Change) 


All 

Items 

Food 

Energy 

Home 

Purchase 

and 

Finance 

Other 

Items 

1976 

4.8 

0.6 

6.9 

3.0 

6.4 

1977 

6.8 

8.0 

7.2 

9.8 

5.9 

1978  9.0 

Program  Year 

11.8 

8.0 

12.9 

6.5 

to  Date 

11.6 

11.7 

30.9 

15.9 

7.4 

Relative 

Importance 

(%) 

100.0 

18.2 

8.5 

19.8 

50.4 

SOURCE;  U.S.  Department  of  Labor,  Bureau  of  Labor  Statistics. 
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•  Food  prices  surged  in  late  1978  and 
early  1979,  increasing  at  an  annual  rate 
of  nearly  18  percent  from  January 
through  March  1979. 

•  The  long-anticipated  (but  still  slight) 
moderation  in  food-price  increases  in 
recent  months  has  been  offset  by  the 
concurrent  explosion  in  energy  prices, 
which  have  gone  up  at  an  annual  rate  of 
more  than  70  percent  from  March 
through  June  1979. 

•  Also  contributing  powerfully  to  the 
overall  acceleration  during  1978  and 
1979  have  been  the  sustained  sharp 
increases  in  home-purchasing  and 
financing  costs,  which  rose  by  10 
percent  in  1977,  by  13  percent  in  1978, 
and  at  an  annual  rate  of  16  percent  in 
the  first  nine  months  of  the  program 
year. 

The  large  price  increases  in  these 
problem  sectors  have  not  yet  spilled 
over  into  the  industrial  and  service 
sectors  of  the  economy.  On  the  contrary, 
the  underlying  inflation  rate  (basically 
industrial-commodity  and  service 
prices]  has  accelerated  only  slightly, 
from  annual  rates  of  5.9  percent  in  1977 
and  6.5  percent  in  1978  to  7.4  percent  in 
the  program  year  through  June  1979. 

On  the  other  hand,  the  wholesale 
price  indexes  provide  evidence  of  a 
more  widespread  worsening  of  inflation 
(see  Table  2).  While  the  behavior  of 
finished-goods  prices  parallels  the 
trends  in  the  Consumer  Price  Index, 
prices  of  intermediate  goods  and  crude 
materials  surged  in  early  1979.  In  many 
industries,  these  increases  reflected  the 
unexpectedly  strong  growth  in  the 
economy  during  the  latter  months  of 
1978  and  the  emergence  of  shortages  of 
some  basic  materials.  Most  recently, 
these  price  increases  have  begun  to 
slow  down  as  the  economy  has 
weakened.  A  large  portion  of  the  higher 
rate  of  price  increases  at  the 
intermediate  level  of  production, 
however,  reflects  the  spreading  effects 
of  sharply  higher  petroleum  costs  into 
other  energy-intensive  industries.  Price 
increases  in  these  industries, 
unfortunately,  will  spread  to  the 
consumer  sector  in  the  months  ahead. 

B.  Pay  Rates 

Despite  the  sharp  surge  of  price 
inflation,  average  pay-rate  increases 
have  not  accelerated  thus  far  in  the 
program  year  (see  Table  3). 

•  Hourly  earnings  of  production,  or 


nonsupervisory,  workers  (a  measure 
that  excludes  overtime  in  manufacturing 
and  corrects  for  the  effects  of 
employment  shifts  between  high-  and 


low-wage  industries)  increased  at  an 
annual  rate  of  7.9  percent  during  the 
past  three  quarters,  compared  to  8.2 
percent  in  1978. 


Table  2.— Producer  Price  Index 
)  Seasonally  adiusted  annual  rates  of  change) 


Program 

1976  1977  1978  year  to 

date ' 


92  105 

B.O  9.4 

9  6  110 

85  7.9 

86  130 

8.9  11.6 

17.2  17.8 

213  33.0 


*  September  to  June  at  annual  rates. 

Source:  U.S.  Department  of  Labor,  Bureau  of  Labor  Statistics. 

Table  3.— Alternative  Measures  of  Pay  Rates ' 
(Private  nonfarm  business) 


.  3.3 

6.6 

6.4 

7.2 

2.1 

6.4 

. .  4.7 

5.7 

. . .  _  6.2 

5.9 

.  63 

5.7 

3.7 

Less  Food  and  Energy . 

10? 

3.6 

Percentage  change  from  fourth  Program 
quarter  to  fourth  quarter  year  to 

- - - - - - - date  * 

1976  1977  1978 


Average  Hourly  Earnings  Index . 

Employment  Cost  Index  ’ . 

Union . . . . . 

Nortunion . 

Total  Compensation  Per  Hour . . . .  _ 

Contribution  of:  • 

Hourfy  Wages  and  Salaries _ _ 

Private  Fringes . 

Employer  Contributions  for  Social  Insurance. 


7.4 

7.5 

7.2 

7.0 

8.1 

7.6 

68 

6.6 

8.5 

8.0 

6.4 

6.2 

1.3 

1.2 

0.8 

0.6 

82  79 

7.7  72 

8.0  7.8 

76  66 

9.6  92 

79  7.1 

09  1.1 

0  8  1.0 


•Average  hourly  earnings  and  employment  cost  indexes  are  lor  production  and  nonsupervisory  workers.  Hourly  compensa¬ 
tion  and  its  component  series  are  for  all  employees. 

‘•Annual  rates  of  change.  1978:3  to  1979:2. 

“Annual  figures  measure  December  lo-December  changes.  Program-year-to-date  figures  are  annual  rales  of  change  from 
September  1978  to  March  1979. 

“The  figures  were  constructed  by  taking  the  dollar  change  over  the  period  in  the  hourly  pay  component  and  dividing  by  total 
hourly  compensation  in  the  initial  quarter. 

Sources:  U.S.  Department  of  Labor.  Bureau  of  Labor  Statistics;  U.S.  Department  of  Commerce.  Bureau  of  Economic  Analy¬ 
sis:  and  the  Council  of  Wage  and  Price  Stability. 


•  For  the  past  three  quarters,  total 
hourly  employee  compensation  has  risen 
at  a  9.2-percent  annual  rate,  compared 
to  9.6  percent  in  1978.  (Total 
compensation  differs  from  hourly 
earnings  in  that  it  covers  all  employees 
and  includes  payroll  taxes  and  the  costs 
of  private  fringe-benefit  plans;  taxes  and 
fringe-benefit  costs  added 
approximately  2.1  percentage  points  to 
the  overall  rate  of  increase  during  the 
current  program  year.) 

The  moderate  rate  of  increase  in 
wages  is  encouraging,  since  a 
substantial  acceleration  of  pay-rate 
increases  would  normally  follow  a  surge 
of  price  inflation  and  a  general 
tightening  of  labor  markets,  such  as 
have  occurred  in  recent  years. 


C.  Productivity  and  Real  Incomes 

Since  the  surge  in  price  increases  has 
not  been  matched  by  an  equivalent  rise 
in  pay  rates,  the  real  income  of  the 
average  American  worker  has  declined. 
There  are  several  reasons.  First  is  the 
sharp  decline  in  productivity  growth 
over  the  last  decade  (improvements  in 
real  incomes  ultimately  can  result  only 
from  improvements  in  productivity). 
During  the  two  decades  from  1958-78 
both  productivity  and  real  hourly 
compensation  expanded  at  annual  rates 
of  between  two  and  three  percent  (see 
Figure  2).  In  the  last  decade, 
productivity  growth  slowed  to  less  than 
two  percent,  and  in  recent  years  it  has 
been  less  than  one  percent. 

BILLING  CODE  3175-01-M 


Percent  [‘ercent 
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FIGURE  2 

PRICES,  UNIT  LABOR  COSTS  AND  PRODUCTIVITY 

(ANNUAL  RATES  CF  CHANGE) 


1953-1953-1973-1973:3- 
1968  1975  1973  1979:2 
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Second,  an  increasing  proportion  of 
total  worker  compensation  is  being 
absorbed  by  employment  taxes  and  the 
costs  of  private  pension  and  health- 
insurance  programs.  For  example, 
employer  payments  for  social  insurance 
taxes  and  private  fringe  benefits 
increased  from  6.5  percent  of  total 
compensation  in  1960  to  15  percent  in 
1978. 

Finally,  a  major  cause  of  the  decline 
in  real  wages  has  been  the  above- 
average  increases  in  food  and  energy 
prices.  Large  increases  in  petroleum 
prices  are  imposing  large  costs  on  all 
Americans,  as  our  purchasing  power  is 
transferred  abroad.  Food-price  increases 
reflect  a  smaller  food  supply  for  the 
nation  as  a  whole,  but  they  also  have 
transferred  income  from  the  nonfarm  to 
the  farm  sector. 

It  is  important  to  note  that  labor’s 
share  of  national  income  has  not 
declined.  Thus,  this  drop  in  real  income 
has  not  been  borne  disproportionately 
by  labor.  (This  does  not,  of  course,  deny 
the  possibility  of  wide  differences  in  the 
effect  of  inflation  on  different  parts  of 
the  labor  force;  it  is  to  say  only  that  the 
facts  do  not  support  the  belief  that  the 
program  has  been  more  favorable  to 
profits  than  wages  in  the  aggregate.) 

D.  Implications  for  the  Standards 

Inflation  has  been  far  worse  than  was 
anticipated  when  the  anti-inflation 
program  was  announced  in  the  fall  of 
1978.  As  initially  contemplated,  the 
standards  were  not  intended  to  apply  to 
crude  materials  in  the  food  and  energy 
sectors,  nor  could  they  reasonably  have 
been  expected  to  restrict  the  level  of 
mortgage  interest  rates  or  the  amount 
that  an  individual  could  obtain  from  the 
sale  of  his  or  her  personal  residence. 
Nonetheless,  the  pressures  of  higher 
food,  energy,  and  home  purchase  prices 
have  significantly  altered  the  role  of  the 
standards. 

The  most  important  function  of  the 
standards  in  these  unexpectedly  altered 
circumstances  has  been  to  prevent  the 
spread  of  large  food  and  energy  price 
increases  into  the  economy  generally, 
which  would  have  caused  an  upward 
ratcheting  of  the  underlying  inflation 
trend.  In  this  respect,  the  standards  have 
provided  important  benefits. 

•  There  has  been  a  high  degree  of 
compliance  with  the  price  deceleration 
standard.  The  annual  rate  of  price 
increase  in  the  components  of  the  CPI 
for  which  this  basic  standard  is 
applicable  has  been  7.4  percent,  or 
about  one  percentage  point  above  the 
rate  anticipated  if  all  firms  had  adhered 
to  the  standard.  This  excess  is 
attributable  primarily  to  situations 


where  uncontrollable  raw-material  or 
energy  price  increases  have  pushed 
firms  to  the  cost-passthrough  exception, 
which  entails  a  limit  oh  profits  and 
profit  margins  rather  than  on  price 
increases.  There  have  been  very  few 
cases  of  noncompliance  with  the 
standard  by  large  firms. 

•  The  rate  of  overall  pay  increase 
also  has  not  accelerated  significantly 
above  year-earlier  levels.  Increases  in 
hourly  compensation  are  currently 
running  at  approximately  1  to  iVa 
percentage  points  above  the  original 
target  rate.  The  excess  reflects,  in  part, 
the  costs  of  contracts  negotiated  before 
the  beginning  of  the  program,  pay 
increases  falling  within  specified 
exceptions,  certain  exempted  benefit 
costs,  the  9.4-percent  increase  in  the 
minimum  wage  rate,  and  allowable  pay 
increases  dictated  by  cost-of-living- 
adjustment  (COLA)  clauses. 

At  the  same  time,  some  problems 
have  emerged  during  the  first  program 
year. 

•  There  has  been  wide  variation  in 
the  magnitude  of  pay  increases.  Some  of 
this  variation  can  be  traced  to  the 
effects  of  contracts  negotiated  before 
the  program.  But,  in  addition,  pay-rate 
increases  have  varied  substantially 
among  employee  units  that  have 
complied.  In  a  few  cases,  individual 
units  received  substantial  gains  because 
they  qualified  for  specific  exceptions  to 
the  general  standard.  The  most 
troublesome  variations,  however,  reflect 
the  different  treatment  (as  discussed 
more  fully  in  section  III)  of  employee 
units  covered  by  COLA  clauses  and 
units  not  so  covered.  Since  the  standard 
provides  that  COLA  clauses  are  to  be 
costed  out  at  an  annual  6-percent 
inflation  rate,  workers  covered  by  such 
arrangements  received  pay  increases  as 
compensation  for  higher  food  and 
energy  prices,  while  the  remainder  of 
the  workforce  did  not, 

•  Troublesome  problems  of  equal 
treatment  have  appeared  on  the  price 
side  as  well.  Primarily,  these  result  from 
the  use  of  earlier  periods  to  define 
allowable  rates  of  price  increase  and 
normal  rates  of  profit.  Industries  that,  in 
the  earlier  period,  experienced 
abnormally  low  levels  of  demand,  and 
thus  relatively  small  price  increases 
and/or  low  profits,  are  more  severely 
constrained  by  the  standard  than  are 
others. 

•  In  addition,  the  troublesome 
increases  in  food  and  energy  prices 
cannot  be  explained  simply  by  the 
exemption  of  farm  and  other  raw- 
material  prices  from  the  program.  In 
both  of  these  industries,  there  have  been 
substantial  increases  in  processor  and 


distributor  margins,  which  are  within 
the  scope  of  the  standards.  For  example, 
the  farm-to-retail  spread  within  the  food 
sector  rose  at  an  annual  rate  in  excess 
of  21  percent  in  the  first  six  months  of 
1979  and  in  June  was  13  percent  above 
year-earlier  levels.  Again  in  the  first  six 
months  of  this  year,  increases  in  crude- 
petroleum  costs  accounted  for  less  than 
half  of  the  27-percent  rise  in  gasoline 
prices  and  the  31-percent  rise  in  the 
price  of  home  heating  oil. 

III.  Major  Issues  in  the  Design  of  the 
Second- Year  Standards 

The  foregoing  analysis  suggests  that 
the  standards  have  worked  as  well  as 
could  have  been  expected  in  the  face  of 
adverse,  largely  external  circumstances. 
A  case  can  be  made,  therefore,  that  they 
should  not  be  radically  revised  in  the 
second  year.  Moreover,  adhering  as 
closely  as  possible  to  the  format  of  the 
first-year  standards  has  many  important 
advantages,  since  the  resulting 
continuity  minimizes  computational  and 
accounting  burdens  on  companies, 
facilitates  administration  by  the 
Council,  and  capitalizes  on  the 
experience  gained  by  companies, 
employee  representatives,  and  the 
Council  during  the  first  year. 

On  the  other  hand,  some  have  argued 
that  the  standards  should  be  radically 
revamped.  The  fact  that  most  of  the 
worsening  of  the  inflation  situation 
during  the  first  program  year  is  ‘ 
attributable  to  special  problem  sectors 
has  led  some  observers  to  suggest  the 
possible  desirability  of  extending  the 
standards  to  encompass  a  larger  part  of 
the  economy.  Additionally,  some  have 
suggested  that  the  price  standard  is 
overly  complicated  and  should  be 
simplified  so  that  individual  citizens  can 
judge  company  compliance.  These 
issues  are  discussed  below. 

A.  The  Price  Standard 

The  first-year  price  standard 
establishes  a  limitation  on  the  company¬ 
wide  average  rate  of  increase.  The 
limitation  is  not  the  same  for  all 
companies.  The  use  of  a  single  number 
is  impractical  because  of  wide 
variations  among  industries  in  rates  of 
productivity  growth  and  raw-material 
price  changes.  Instead,  the  allowable 
rate  of  price  increase  for  an  individual 
firm  is  determined  by  computing  its 
average  rate  of  price  change  over  a  base 
period  (1976-77)  and  subtracting  a 
deceleration  percentage  that  is  the  same 
for  all  firms.  The  deceleration 
percentage  for  the  first  program  year,  0.5 
percentage  points,  was  selected  to 
produce  a  target  price  increase  for  the 
entire  economy  consistent  with  the  7- 
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percent  pay  standard,  after  taking  into 
account  employment  taxes  and  a  normal 
increase  in  productivity. 

The  profit-margin  exception  allows  a 
passthrough  of  costs  in  situations  where 
cost  increases  substantially  greater  than 
during  the  1976-77  base  period  make 
price  deceleration  unachievable  without 
seriously  compressing  the  profit  share  of 
the  sales  dollar.  Companies  qualifying 
for  the  exception  are  subject  to  a  two- 
part  limitation: 

•  The  program-year  percentage  profit 
margin  should  not  exceed  the  profit 
margin  for  the  best  two  out  of  the  last 
three  years. 

•  The  volume-adjusted  growth  in 
dollar  profits  should  not  exceed  6.5 
percent,  as  compared  with  either  actual 
dollar  profits  in  the  year  preceding  the 
program  year  (the  base  year),  or  what 
those  profits  would  have  been  had  the 
profit  margin  been  at  the  best-two-out- 
of-three  previous  years’  level  (i.e,,  the 
profits  one  calculates  by  applying  that 
best-two-out-of-three  margin  to  actual 
total  revenues  in  the  base  year).  This 
limitation  implies  a  dollar-for-dollar 
passthrough  of  unit-cost  increases  in 
excess  of  6.5  percent. 

The  basic  price  standard  has  two 
principal  advantages: 

•  It  focuses  on  prices  rather  than  cost 
passthrough.  Price  deceleration,  unlike 
cost  passthrough,  is  explicit,  relatively 
easy  to  calculate,  and  relatively 
uncomplicated  by  accounting 
technicalities.  Thus,  this  standard  is 
administratively  simple  and  relatively 
easy  for  a  small  staff  to  monitor.  In 
addition,  cost  passthrough,  unlike  price 
deceleration,  may  have  the  perverse 
effect  of  dampening  incentives  to  resist 
cost  inflation  or  to  improve  productivity. 

•  It  focuses  on  average  prices,  leaving 
companies  with  the  flexibility  to  adjust 
relative  prices  in  response  to  changing 
market  conditions. 

The  price  standard  has  several 
important  problems: 

•  The  focus  on  average  price 
increases  for  all  the  company’s  products 
makes  it  difficult  for  the  public  to  judge 
compliance. 

•  For  many  companies,  the  cost 
trends  experienced  in  the  program  year 
have  differed  substantially  from  the 
base  period.  The  recent  surge  in  raw- 
material  and  energy  prices  has  rippled 
through  the  economy,  forcing  many 
companies  to  use  the  profit-margin 
exception.  As  noted  above,  this 
enormously  complicates  the 
administration  of  the  standard.  The 
most  important  problem  with  the  profit- 
margin  exception,  however,  stems  from 
the  adjustment  of  base-year  dollar 
profits  using  the  best-two-out-of-three 


profit  margin.  For  the  vast  majority  of 
firms  applying  for  this  exception,  the 
profit  margin  in  the  base  year  was 
substantially  below  what  it  had  been  in 
the  best  two  out  of  the  three  preceding 
years.  As  a  result,  these  companies  can 
pass  through  cost  increases  and  raise 
their  profit  margins;  in  effect,  they  are 
allowed  to  catch  up  to  the  higher  profit 
margin  of  the  best  two  years — an 
allowance  that  has  no  counterpart  on 
the  wage  side. 

•  On  the  other  hand,  the  price 
deceleration  standard  is  relatively  loose 
for  companies  whose  cost  increases 
were  large  in  the  1976-77  base  period. 

•  The  fact  that  the  profit-margin 
exception  is  not  binding  for  many 
companies  with  accelerating  cost 
increases,  while  companies  with 
decelerating  cost  increases  other  than 
pay  can  meet  the  price  deceleration 
standard  readily,  causes  some  slippage 
in  the  price  standard. 

1,  Establishing  the  aggregate  price 
standard.  The  first-year  aggregate  price 
standard  was  derived  from  the  pay 
standard,  assuming  a  constant 
percentage  markup  of  prices  over  unit 
labor  costs  and  a  trend  productivity 
growth  rate  of  1%  percent.  Specifically, 
the  targeted  increase  in  hourly  labor 
compensation  was  derived  by  adding 
one-half  of  a  percentage  point  to  the  7- 
percent  pay  standard,  reflecting  the 
increases  in  employment  taxes 
scheduled  for  January  1979.  Subtracting 
a  1%-percent  estimated  productivity 
growth  trend  from  the  7V2-percent 
targeted  increase  in  hourly  labor  costs 
yielded  an  implied  increase  in  unit  labor 
costs  of  5%  percent  for  all  companies 
taken  together.  Thus,  5%  percent  was 
the  aggregate  price  standard.  This  was 
consistent  with  the  price  deceleration 
standard  for  individual  firms  (whose 
individual  standards  would  lie  above  or 
below  the  5%  percent  average),  because 
the  aggregate  underlying  rate  of  inflation 
in  the  1976-77  base  period  was  about 
percent,  and  subtracting  the  one-half¬ 
percentage-point  deceleration  factor 
from  this  figure  yielded  the  5%-percent 
aggregate  standard.  Some  slippage  was 
anticipated  because  of  the  various 
exemptions  and  exceptions  that  were 
included  in  order  to  avoid  inequities  and 
inefficiencies.  The  result  was  an 
anticipated  rate  of  industrial  price 
inflation  near  614  nercent  in  the  sectors 
of  the  economy  ^jvered  by  the 
standards,  assuming  universal 
compliance. 

A  similar  derivation  of  the  aggregate 
price  standard  for  the  second  program 
year  requires  application  of  trend 
productivity  and  the  effect  of  increased 
employment  iaxes  in  January  1980. 


Estimates  of  the  former  range  between  1 
and  1%  percent.  The  employment  tax 
increase  will  add  about  one  quarter  of 
one  percent  to  average  employment 
costs.  A  1-percent  productivity  growth 
assumption  and  the  y4-percent  add-on 
due  to  the  rise  in  employment  taxes 
would  imply  an  aggregate  price 
standard  that  is  three  quarters  of  one 
percentage  point  below  the  pay 
standard.  The  higher  1%-percent  ' 
productivity-growth  assumption  would 
imply  an  aggregate  price  standard  that 
is  1  Vi  percentage  points  below  the  pay 
standard. 

2.  The  range  af  allawable  price 
increases.  During  the  first  year  of  the 
program,  the  outer  limits  of  allowable 
average  price  increases  were  114 
percent  and  914  percent,  regardless  of 
the  company’s  base-period  rate  of  price 
change.  This  8-percentage-point  range 
was  so  wide  that  it  created  some 
inequities,  in  that  firms  with  particularly 
large  increases  during  1976  and  1977 
might  comply  easily  and  profitably  at 
914  percent,  while  firms  whose  markets 
were  unusually  depressed  at  that  time 
might  have  great  difficulty  living  with 
the  1 14  percent  minimum.  On  the  other 
hand,  the  setting  of  any  limit  at  the  top 
could  be  inequitable  for  firms 
confronted  with  even  greater  cost 
increases,  but  for  the  possibility  of  a 
profit-margin  exception.  Given  the 
availability  of  that  escape,  the  range  of 
price  deceleration  could  be  narrowed 
symmetrically  (e.g.,  to  a  6-percentage- 
point  range  about  the  second-year 
aggregate  price  standard)  or 
asymmetrically  (e.g.,  lowering  the  top  of 
the  range  but  leaving  the  bottom  where 
it  is).  A  symmetric  adjustment  would 
reduce  the  inequities  for  firms  with 
depressed  markets  during  the  1976-77 
base  period  without  relaxing  the  overall 
effects  of  the  standard — except  that  it 
would  invite  more  applications  for  profit 
margin  exceptions  by  companies  at  the 
top  of  the  range — while  an  asymmetric 
adjustmemt  would  constitute  a 
significant  tightening  of  the  standard. 

3.  The  choice  of  the  base  period.  The 
price  deceleration  standard  is  based  on 
the  assumption  that  there  is  some 
continuity  over  time  in  the  differences 
among  companies  and  industries  in  their 
respective  productivity  and  cost  trends, 
and  that  their  relative  price  changes  in 
the  recent  past  adequately  reflect  these 
differences.  In  other  words,  the  standard 
assumes  that  industries  that 
experienced  rapid  productivity  growth 
and  low  rates  of  price  increase  in  1976- 
77  will  continue  to  do  so  compared  to 
low-productivity-growth  industries. 

For  the  first  program  year,  the  1976-77 
period  was  selected  as  the  base  for 
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measuring  these  underlying  cost  trends 
in  individual  industries.  The  period 
since  1977  was  excluded  to  avoid 
penalizing  firms  that  coopeated  with  the 
Administration’s  informal  program 
(announced  in  January  1978)  to  restrain 
price  increases.  Similarly,  the  inclusion 
of  earlier  years  would  have  distorted  the 
underlying  cost  trend,  because  of  the 
1974-75  recession  and  the  large  energy 
price  increases  in  1973-74. 

It  is  important  to  emphasize  that  the 
choice  of  a  base  period  for  calculating 
company-specific  price  standards  is 
separable  from  the  decision  about  the 
specific  numerical  value  of  the  aggregate 
standard.  Changing  the  base  period 
changes  the  distribution  of  price 
limitations  among  individual  companies, 
but  is  independent  of  the  choice  of  the 
level  of  aggregate  price  standard. 

Nonetheless,  the  question  arises 
whether  the  base  period  should  be 
changed  for  the  second  program  year. 
The  dramatic  changes  in  the  costs  of 
energy  and  other  raw  materials  since 
1977  have  had  sharply  differing  effects 
on  different  industries.  On  the  other 
hand,  leaving  the  base  period 
unchanged  minimizes  calculation  costs 
since  firms  have  already  computed  their 
base-period  price  changes,  and  no 
additional  work  must  be  done,  in  most 
cases,  if  this  number  is  used  in  the  . 
second  program  year.  The  importance  of 
this  factor  should  not  be  underrated, 
because  compliance  costs  were 
substantial  for  some  firms,  and  adding 
to  those  costs  is  bound  to  result  in  lesser 
compliance  with  a  voluntary  program.  In 
addition,  the  profit-margin  exception 
provides  relief  for  companies  whose 
cost  trends  in  the  second  program  year 
diverge  sharply  from  the  1976-77 
experience. 

Finally,  shifting  the  base  forward  to 
incorporate  1978  and/or  the  first 
program  year  would  have  the  same 
drawback  as  including  1978  in  the  first- 
year  standard:  it  would  reward 
companies  that  raised  their  prices 
sharply  and  penalize  those  that  had 
practiced  restraint. 

4.  One-year  vs,  two-year  standard. 
There  are  two  choices  for  the  second 
year  of  the  program:  (1)  A  one-year 
limitation  on  company  price  increases, 
measured  from  the  fourth  quarter  of  the 
first  program  year  to  the  corresponding 
quarter  in  1980:  or  (2)  A  cumulative  two- 
year  limitation,  measured  from  the  base 
quarter  in  1978  to  the  corresponding 
quarter  in  1980. 

There  are  several  advantages  to  a 
cumulative  two-year  limitation.  It  has 
attractive  equity  properties,  since  it  does 
not  penalize  (as  would  a  one-year 
standard)  firms  that  exercised  more 


restraint  than  requested  during  the  first 
program  year.  Similarly,  a  two-year 
standard  does  not  provide  firms  with  an 
incentive  to  use  up  all  of  their  allowable 
price  increase  in  each  year  of  the 
program  (as  would  a  one-year  standard). 
In  addition,  1979  and  1980  taken  together 
are  likely  to  parallel  experiences  in  the 
1976-77  base  period  more  closely  than 
would  either  1979  or  1980  taken  alone, 
because  the  rapid  raw-material  price 
increases  experienced  during  1979  are 
likely  to  be  offset,  in  large  part,  by 
smaller  increases,  and  perhaps  some 
declines,  during  1980. 

The  major  problem  with  a  two-year 
cumulative  standard  (which  is  avoided 
by  a  one-year  standard)  is  that  it  would 
make  it  more  difficult  for  some 
companies  that  were  eligible  for,  and 
used,  the  profit-margin  exception  during 
the  first  program  year  to  return  to  the 
price  deceleration  standard  during  the 
second  year.  These  companies 
presumably  increased  prices  by  more 
than  would  have  been  permissible  under 
the  price  standard  because  of 
uncontrollable  cost  increases.  In 
addition,  a  cumulative  standard  implies 
some  slippage,  since  firms  that  did  not 
make  full  use  of  their  allowable  price 
increase  during  the  first  year  could  raise 
prices  by  a  larger  amount  during  the 
second.  The  effect  is,  of  course,  the 
other  side  of  the  coin  that  we  described 
as  an  advantage  of  the  two-year 
standard:  it  rewards  restraint  in  the  first 
year  and  eliminates  any  incentive  to 
take  all  permissible  increases  each  year. 
This  latter  consideration  seems  to  us  so 
important  at  this  moment,  as  we  move 
through  the  fourth  quarter  of  the  first 
program  year,  that  unless  we  receive 
comments  with  compelling  arguments  to 
the  contrary,  we  intend  to  adopt  the  two 
year  standard  with  such  adjustments  as 
may  be  required  to  overcome  the 
problems  that  we  have  identified. 

Finally,  the  adoption  of  a  two-year 
standard  poses  problems  for  the 
treatment  of  new  products  introduced 
during  the  first  year  and  hence  excluded 
from  the  calculation  of  the  program-year 
rate  of  price  change.  Excluding  these 
same  products  in  the  second  program 
year,  as  well  as  products  newly 
introduced  during  that  year,  could 
significantly  reduce  the  coverage  of  the 
program.  Yet,  incorporating  prices  of 
new  products  introduced  during  the  first 
year  into  a  two-year  price-change 
calculation,  taking  account  only  of  the 
second-year  changes  in  these  prices, 
introduces  computational  complications 
(they  are  not.  however,  insuperable). 

5.  Excluded  products.  During  the  first 
program  year,  most  crude  and  raw 
materials  (including  petroleum,  forestry 


and  mineral  products,  and  agricultural 
commodities  at  the  farm  level)  were 
excluded  from  the  program.  There  were 
two  basic  reasons  for  most  of  these 
exclusions.  First,  prices  of  many  of  these 
products  (the  farm  value  of  food,  for 
example)  are  determined  in  highly 
competitive  markets,  in  which 
individual  producers  have  little  or  no 
discretion  in  the  prices  at  which  they 
sell.  A  standard  for  price  restraint 
cannot  sensibly  be  applied  to  sectors  of 
the  economy  where  sellers  have  no 
control  over  the  prices  they  receive.  The 
second  reason  for  excluding  raw 
materials  is  closely  related  to  the  first. 
Competitive  prices  tend  to  be  set  at  the 
level  that  equates  demand  and  supply; 
there  is  a  danger  therefore  that 
limitations  on  allowable  price  increases 
will  give  rise  to  shortages,  inflicting 
damaging  dislocations  and  distortions 
on  the  economy.  Such  effects  are 
especially  likely  in  crude  materials 
because  these  commodities  are  subject 
to  cyclical  swings  in  prices  far  wider 
than  are  finished  goods. 

There  has  been  a  great  deal  of 
criticism  of  these  exclusions,  largely 
because  so  much  of  the  inflation  we 
have  experienced  has  been  precisely  in 
the  excluded  areas.  Although  the 
criticism  is  understandable,  it  is  difficult 
to  see  the  logic  of  trying  to  apply  the 
price  standards  to  situations  where 
price  increases  are  the  result  of  supply 
shortages  and  where  sellers  lack 
discretion  in  setting  prices  for  their 
goods.  As  the  economy  is  currently 
experiencing  a  slowdown  that  is 
expected  to  continue  for  several 
quarters,  the  source  of  the  extraordinary 
price  pressure  in  many  of  these  areas 
should  abate  in  the  second  program 
year. 

Crude  oil  is,  admittedly,  a  special 
case.  Since,  however,  it  is  subject  to  a 
totally  separate  regulatory  regime,  by 
law,  there  would  be  no  point  in  raising 
the  issue  here  of  the  desirability  or 
undesirability  of  extending  the  price 
standards  to  cover  domestic  production. 

It  is  possible,  however,  that  not  all  the 
other  excluded  areas  should  continue 
outside  the  price  standards:  we  invite 
comments  on  this  question. 

6.  Special-sector  standards.  In  the  first 
year,  special  standards  were  adopted 
for  several  sectors:  retailing, 
wholesaling,  food  processing,  petroleum 
refining,  electric  and  gas  utilities, 
insurance,  some  professions,  financial 
institutions,  government  enterprises,  and 
government-subsidized  private 
companies.  In  most  cases,  the  special 
standards  were  adopted  in  response  to 
two  problems:  (1)  Difficulties  of  carrying 
out  the  computation  required  to 
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determine  compliance  with  the  price 
deceleration  standard  (as  in  the  case  of 
wholesale  and  retail  trade]  and  (2) 
Situations  of  highly  volatile  raw- 
material  costs  (e.g.,  food  processors  and 
petroleum  refiners).  Institutional 
idiosyncrasies  also  made  application  of 
the  price  deceleration  standard 
unsuitable  in  some  sectors  (e.g.. 
financial  institutions). 

The  Council  is  soliciting  comments  on 
the  advisability  of  continuing  these 
special  standards  and  suggestions  for 
revising  them.  We  are  particularly 
concerned  about  the  efficacy  of  the 
dollar-gross-margin  standards  in  the 
petroleum-refining  and  food-processing 
industries.  Costs  of  energy,  containers, 
and  certain  other  items  have  risen  more 
rapidly  in  the  food  industry  than  6V2 
percent,  the  growth  in  dollar  gross 
margin  allowed  under  the  standard, 
making  it  difficult,  in  many  cases,  for 
firms  to  remain  on  the  gross-margin 
standard.  In  addition,  the  contrast 
Ijetween  our  determinations  that  most 
major  companies  in  the  food  and  energy 
industries  are  in  compliance  and  the 
evidence  of  sharply  widening  margins  in 
these  industries  in  the  aggregate 
suggests  that  there  may  be  problems 
with  the  applicable  gross-margin 
standard — some  of  which  we  have  not 
fully  comprehended.  The  Council 
suspects  that  the  problem  in  petroleum 
refining  may  be  attributable  to  large 
changes  in  the  mix  of  purchased  crude 
oil  (for  refining)  and  refined  products 
(fur  resale).  Finally,  it  may  be  desirable 
to  integrate  the  standards  for  the 
petroleum  industry  with  DOE 
regulations. 

The  percentage-gross-margin  standard 
for  retail  and  wholesale  trade  has 
similar  problems:  it  permits  widening  of 
dollar  margins  whenever  the  prices  of 
goods  sold  by  the  retailer  or  wholesaler 
are  rising  rapidly.  Yet,  there  is  no  relief 
comparable  to  the  1  Vi-percent  lower 
bound  on  the  price  standard  for  firms 
with  very  low  or  negative  margin  trends. 
It  has  also  been  argued  that  the 
standard  presents  compliance  problems 
for  firms,  because  it  is  not  always 
possible  to  control  changes  in  the 
margin  precisely. 

In  addition,  many  firms  have  adoped 
the  primary  price  deceleration  standard, 
instead  of  the  applicable  optional 
standard,  and  then  have  sought  to 
qualify  for  the  profit-margin  exception 
for  the  precise  reasons  for  which  the 
gross-margin  standard  was  designed. 
The  Council  is  seeking  comments  on  the 
advisability  of  requesting  that  these 
companies  first  attempt  to  comply  with 
the  gross-margin  standard  before 
resorting  to  the  profit-margin  exception. 


During  the  first  program  year, 
governmental  units,  government- 
subsidized  companies,  and  nonprofit 
organizations  were  all  covered  by  the 
standards.  The  nature  of  these 
organizations  presented  certain  unique 
problems.  Because  of  the  current  trend 
away  from  public  subsidies  toward 
increased  user  charges,  the  latter  have 
sometimes  increased  sharply.  While  it  is 
uncertain  whether  the  effect  of  this 
trend  is  actually  inflationary,  the  public 
perceives  increases  in  user  charges  as 
inflationary.  Proposition  13-type 
inititatives,  for  example,  have  caused 
losses  in  operating  subsidies  for  many 
utilities  and  universities.  The 
consequent  increases  in  rates  and 
tuitions  have  led  many  users  to  believe 
that  these  institutions  have  violated  the 
price  standard,  a  mistaken  impression 
that  is  detrimental  not  only  to  the 
institution  but  to  the  credibility  of  the 
anti-inflation  program.  Nonprofit  firms 
(including  universities  and  other 
nonprofit  entities)  have  poqed  technical 
problems  in  implementing  the  standard: 
for  example,  how  to  treat  capital  outlays 
when  depreciation  is  not  ordinarily 
included  in  their  accounting  practice. 

We  solicit  comment  on  the 
advisability  of  retaining  or  modifying 
any  of  the  special  industry  standards. 

7.  The  insufficient-product-coverage 
rule.  In  the  first  program  year,  a 
company  that  derived  at  least  75  percent 
of  its  revenue  from  products  that  were 
excluded  from  the  program  could 
exclude  all  of  its  operations.  The 
purpose  of  this  rule  was  to  avoid 
imposing  unnecessary  burdens  on 
companies  for  which  only  a  small 
fraction  of  total  operations  would  be 
covered  and  where,  therefore,  the  costs 
of  compliance  might  not  be  justified  in 
terms  of  the  benefits  to  the  anti-inflation 
program.  However,  it  has  been  possible 
for  companies  to  combine  the  75-percent 
rule  with  the  rule  providing  flexibility  in 
organizing  for  compliance  purposes  so 
as  to  evade  the  intent  of  the  program. 
That  is,  companies  can  disaggregate 
their  operations  in  such  a  way  that 
products  that  would  normally  be 
covered,  and  for  which  large  price 
increases  have  occurred,  are  placed  in 
compliance  units  that  qualify  for 
exclusion  under  the  75-percent  rule. 
Moreover,  for  large  firms  the  revenue 
that  is  excluded  as  a  result  of  the  rule 
can  amount  to  several  hundred  million 
dollars— enough  to  warrant  regular 
monitoring  from  the  Council  had  this 
revenue  been  earned  by  an  independent 
company.  For  these  reasons,  it  has  been 
suggested  that  the  rule  be  revised  by 
increasing  the  percentage  threshold  for 


exclusion,  or  perhaps  that  the  rule  be 
eliminated  altogether. 

8.  Adjusting  the  profit-margin 
limitation.  The  profit-margin  limitation 
is  intended  to  constrain  the  change  in 
price  to  approximately  equal  changes  in 
uncontrollable  costs.  In  the  standards 
for  the  first  program  year,  the  limitation 
has  two  parts  (both  of  which  must  be 
met  if  a  firm  is  to  be  in  compliance):  (a) 
The  profit  margin  (dollar  profit  as  a 
percent  of  sales)  must  remain  below  the 
average  of  the  best  two  of  the  last  three 
years  before  the  beginning  of  the 
program  and  (b)  Dollar  profit  growth 
during  the  program  year  is  restricted  to 
6V2  percent  (plus  an  adjustment  for  any 
positive  growth  in  physical  volume]  on  a 
base  that  could  be  computed  in 
alternative  ways. 

Because  of  serious  slippage  in  this 
standard,  as  we  explain  more  fully 
below,  the  Council  added  a  condition  to 
profit-margin  exceptions  granted  during 
the  first  year  of  the  program  (including 
those  that  were  self-administered).  The 
condition  tightened  up  the  second  part 
of  the  profit-margin  limitation  by 
constraining  dollar  profits  to  an  amount 
more  nearly  consistent  with  a 
passthrough  of  cost  changes  per  unit  of 
output  from  the  base  quarter  to  the 
fourth  quarter  of  the  program  year. 

The  basic  problem  in  using  profits  to 
monitor  cost  passthrough  is  determining 
which  period  should  be  used  as  the  base 
for  measuring  the  allowable 
passthrough.  The  tightest  standard 
would  limit  price  increases  during  the 
program  year  to  those  just  sufficient  to 
pass  through  increased  costs  incurred 
since  the  base  quarter.  The  problem 
with  such  a  tight  standard,  however, 
stems  from  the  fact  that  quarterly  cost 
accounting  (and  therefore  reported 
quarterly  profit)  is  not  precise  enough. 
Inventory  valuations,  for  example, 
create  major  distortions  in  some 
industries.  If  cost-accounting  practices 
understate  costs  in  the  base  quarter, 
compared  to  normal,  then  profits  in  that 
quarter  will  be  overstated,  and  a 
standard  that  permits  cost  pass-throughs 
sufficient  to  maintain  that  abnormally 
high  quarterly  profit  would  permit  too 
much  price  increase.  To  an  extent,  this 
problem  is  limited  in  the  present 
standard  by  the  best-two-out-of-three- 
previous-years  rule,  which  becomes 
binding  if  base-quarter  or  base-year 
profits  are  too  much  above  the  average. 

Conversely,  if  accounting  practices 
overstate  costs  in  the  base  quarter, 
thereby  understating  base-quarter 
profits,  then  measuring  profit  growth 
from  that  quarter  could  permit  a  firm  a 
lower  rate  of  price  increase  than  its 
longer-term  cost  increases  would  justify. 
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There  is  no  relief  from  this  problem 
under  the  standards,  except  in  a  request 
for  an  inequity  or  undue-hardship 
exception. 

To  summarize,  conditioning  the  profit- 
margin  limitation  exception  to  restrict 
dollar-profit  growth  from  the  base 
quarter  has  the  virtue  of  restricting  price 
increases  to  a  passthrough  of  unit-cost 
increases  since  that  quarter,  but  it  has 
the  disadvantages  of  inaccurately 
relating  cost  passthrough  to  a  more 
representative  measure  of  costs. 

The  original,  unconditioned  standard 
avoided  this  entire  problem  by  its 
flexibility — use  of  the  best  two  out  of 
three  years  (instead  of  a  single  year)  for 
computing  the  permissible  margin,  and 
permitting  a  choice  in  computing  the 
dollar  growth  limit.  However,  this  very 
flexibility  permitted  some  firms  that 
qualified  for  the  exception  to  impose 
price  increases  far  in  excess  of  a 
passthrough  of  costs. 

The  argument  has  been  made  to  us 
that  the  profit-margin  limitation 
discourages  productivity-improving 
investments  because  it  does  not  allow 
for  increased  margins  to  cover  the  costs 
of  recent  investments  that  increase  the 
capital/output  ratio.  That  assertion  is 
valid,  although  it  should  also  be  noted 
that  the  Council's  administration  of  the 
profit-margin  exception  during  the  first 
program  year  has  sought  to  limit  the 
potential  disincentive  effect:  we  have 
required  firms  to  pass  forward  to  the 
consumer  in  tower  prices  normal 
improvements  in  productivity  (as 
measured  by  historic  trends),  but  have 
permitted  firms  to  retain  in  the  form  of 
increased  profit  productivity 
improvements  exceeding  that  level. 

In  any  case,  this  asserted  disincentive 
is  a  matter  of  special  concern  because  of 
the  need  to  increase  capital  investment 
in  order  to  help  revive  the  economy’s 
sagging  productivity  growth.  One  radical 
revision  that  would  meet  this  criticism 
would  be  to  convert  the  limitation  to  one 
based  on  the  rate  of  return  to  capital. 

We  will  appreciate  comments  on  this 
possible  change,  or  on  the  possible  ways 
of  meeting  this  problem — as  well  as  on 
whether  the  problem  is  actually  serious 
enough  to  justify  attempting  to  revise 
the  standards  to  meet  it. 

The  current  profit-margin  limitation, 
including  the  clarifications  made  during 
the  first  year  of  the  program  is  an 
acceptable  means  of  dealing  with 
situations  of  uncontrollable  costs.  Two 
alternatives  to  the  current  procedures, 
however,  have  been  suggested. 
Comments  on  these  and  other  proposals 
would  be  welcome. 

Option  1.  Adjust  the  annual  profit- 
margin  limitation  to  partially  eliminate 


the  possibility  of  catch-up  price 
increases.  This  could  be  accomplished 
by:  (1)  Holding  the  profit-margin  in  the 
second  program  year  to  the  average 
over  the  three  years  before  the 
beginning  of  the  program  (rather  than 
the  best  two  of  these  three)  and  (2) 
Limiting  dollar-profit  growth  from  the 
base  year,  with  only  a  halfway  (rather 
than  full)  catch-up  adjustment  if  the 
base-year  profit  margin  is  below  the 
two-  or  three-year  average. 

Option  2.  Adjust  the  allowable  rate  of 
price  change  in  specific  situations  of 
uncontrolled  cost  increases,  rather  than 
authorize  a  profit-margin  exception. 

Since  many  of  the  cost-passthrough 
exceptions  are  the  result  of  large  energy 
price  increases,  firms  could  be  permitted 
to  compute  their  actual  price  increases 
for  purchased  energy:  identify  the 
percentage  increase  above  a  cut-off 
level;  and  add  this  excess,  weighted  by 
its  share  in  total  revenues,  to  their 
allowable  program-year  rate  of  price 
change.  The  cut-off  might  be  set  several 
percentage  points  above  the  overall 
inflation  rate  in  order  to  encourage 
conservation  of  energy. 

In  other  cases,  it  is  possible  to 
increase  a  company’s  allowable 
program-year  rate  of  price  change  by  a 
specific  amount  to  accomodate  a  cost- 
passthrough.  It  is  often  difficult, 
however,  to  project  some  cost  elements 
over  the  program  year  as  a  whole  and  to 
adjust  input-cost  increases  for  offsetting 
improvements  in  productivity. 

It  has  also  been  suggested  that  the  6.5- 
percent  allowable  growth  in  dollar  profit 
be  lowered  in  order  to  compensate  for 
the  slippage  that  is  inherent  in  the  profit- 
margin  exception. 

9.  Company  organization.  In  the 
beginning  of  the  program  year,  firms 
were  allowed  to  disaggregate 
themselves  into  separate  compliance 
units  if  separate  historical  accounting 
records  exist  for  each  separate  unit. 
Many  firms  reported  to  the  Council  as 
one  integrated  unit;  others  split 
themselves  into  several,  and  in  a  few 
cases  firms  organized  themselves  into  as 
many  as  20  or  30  separate  compliance 
units. 

This  flexibility  was  permitted  largely 
to  hold  down  compliance  costs  and  in 
recognition  of  the  fact  that  large  firms 
are  frequently  spread  across  sectors  of 
the  economy  that  are  subject  to  vastly 
different  economic  forces.  Firms  could 
thus  decide  for  themselves  the  form  of 
organization  that  best  matched  internal 
record-keeping  and  management 
practices,  an  important  consideration  in 
obtaining  cooperation  with  a  voluntary 
program. 


This  flexibility  could  also  be  utilized 
to  meet  an  objective  less  in  keeping  with 
the  spirit  of  the  program:  by  skillful 
manipulation  of  company  structure, 
different  portions  of  the  firm  could  be 
grouped  in  ways  that  allowed  access  to 
various  exceptions.  This  created  some 
slippage  in  the  price  standard,  but  the 
amount  was  probably  small  since  the 
Council  did  not  permit  reorganization 
during  the  program  year. 

Opportunity  for  reorganization  must 
be  permitted,  at  some  point,  in  order  to 
meet  the  original  objectives.  Changes 
within  the  company,  changes  in  the 
economic  circumstances  of  industries 
within  which  various  parts  of  a  large 
company  may  operate,  and  simple 
mistakes  in  choosing  the  compliance 
structure  all  argue  for  providing  an 
opportunity  for  making  corrections.  It 
would,  however,  clearly  be  undesirable 
to  open  up,  through  the  reorganization 
option,  opportunities  for  evading  the 
effects  of  the  price  standard.  This  may 
prove  more  of  a  problem  during  the 
second  program  year  simply  because 
experience  during  the  first  year  has 
made  some  companies  more  aware  than 
before  of  the  implications  of  company 
structure. 

10.  A  product-specific  vs.  a  company- 
specific  price  standard.  Throughout  the 
first  program  year,  the  Council  has  been 
asked  repeatedly  to  explain  its 
opposition  to  setting  specific  price 
standards  product  by  product.  The 
major  advantage  cited  for  such  a 
standard  is  that  it  could  be  more  easily 
monitored  by  consumers.  To  facilitate 
this,  retailers  might  be  requested  to  post 
maximum  prices  consistent  with  the 
standard. 

It  is  indisputable  that  posted  price 
standards  for  every  individual 
commodity  would  be  easier  than  the 
company-wide  standard  for  consumers 
to  monitor.  But  it  would  raise  numerous 
problems. 

First,  administering  such  a  standard 
would  require  an  enormous 
bureaucracy,  many  times  larger  than  the 
current  Council  staff. 

Second,  by  restricting  relative-price 
adjustments,  a  product  specific  standard 
would  inevitably  intensify  distortions 
and  shortages.  Leaving  individual 
product  prices  free  to  adjust  to  changing 
market  conditions,  so  long  as  the  overall 
average  is  within  the  limit,  greatly 
diminishes  these  dangers. 

Third,  under  an  individual-product 
price  standard,  application  of  the  profit- 
margin  exception  would  become  much 
more  difficult,  since  eligibility  for  the 
exception  would  depend  on  the  costs  of 
producing  individual  products.  It  is 
typically  difficult,  if  not  impossible,  to 
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allocate  costs  among  different  products 
within  a  multi-product  firm. 

Moreover,  if  target  prices  are  set  for 
individual  products,  without  the 
flexibility  that  averaging  permits,  there 
must  be  more  frequent  recourse  to  the 
profit-margin  exception,  with  its 
perverse  disincentive  effects  and 
administrative  difficulties. 

It  has  been  suggested  that,  as  an 
alternative  to  a  product-specific 
standard,  the  Council  ask  companies  to 
make  public  their  allowable  average 
price  increases,  thus  providing  the 
public  with  some  information  that  can 
help  them  judge  compliance.  It  should  be 
emphasized,  however,  that  these  data 
are  proprietary,  and  putting  pressure  on 
companies  to  make  them  public  would 
be  inappropriate.  Nevertheless,  the 
Council  is  soliciting  comments  on  this 
suggestion,  as  well  as  on  the 
advisability  of  a  product-specific  price 
standard,  or  on  other  possible  ways  of 
achieving  some  of  its  advantages  while 
avoiding  its  disadvantages. 

B.  The  Pay  Standard 

The  first-year  pay  standard  generally 
limits  the  overall  rate  of  increase  for 
employee  units  to  7  percent.  Since  the 
standard  is  an  average,  it  allows  for 
variations  in  the  pay  rates  of  different 
employees. 

1.  Design  of  the  overall  second-year 
pay  limitation.  The  increase  in  inflation 
since  the  announcement  of  the  program 
has  created  two  problems  that  must  be 
confronted  in  designing  the  second-year 
pay  standard:  first,  there  is  considerable 
sentiment  in  favor  of  relaxing  it;  second, 
the  allowable  pay  increases  during  the 
first  program  year  have  been  much 
greater  for  employee  units  with  COLAs 
than  for  others.  Attempts  to  respond 
fully  to  these  two  concerns  conflict 
sharply  with  the  objective  of 
maintaining  a  standard  that  does  not 
lead  to  accelerating  inflation. 

•  The  sentiments  in  favor  of 
increasing  the  pay  standard  reflect  the 
view  that  after  a  year  of  double-digit 
inflation  a  7-percent  second-year  level 
would  be  unreasonable. 

— If  the  standard  is  widely  viewed  as 
unreasonable,  conspicuous 
noncompliance  will  erode  support  by 
those  who  would  otherwise  comply. 
— On  the  other  hand,  moderation  of 
inflation  cannot  be  achieved  if 
everyone  attempts  to  catch  up  with 
the  recent  surge  in  food,  energy  and 
housing  prices. 

•  The  assumption  of  a  6-percent 
inflation  rate  for  evaluating  new 
contracts  with  COLA  clauses  has  meant 
that  employee  units  without  COLAs 


have  been  held  to  7  percent  annual 
increases  while  employee  units  with 
COLAs  have  received  more. 

— Cost-of-living  escalator  clauses 
normally  provide  less  than  full 
compensation  for  price  increases,  but 
a  few  contracts  provide  for  100 
percent  recovery. 

— Some  assumption  of  inflation  rates 
during  the  life  of  the  agreement  is 
required  in  order  to  evaluate 
collective-bargaining  contracts  at  the 
time  they  are  negotiated:  but  the  6 
percent  assumption  presently  in  use 
contrasts  sharply  with  actual  events 
during  the  first  program  year. 

— Firms  without  COLA  provisions  might 
not  continue  to  cooperate  with  the 
program  unless  adjustments  are  made 
to  reduce  the  gap,  created  during  the 
first  year,  between  the  wage  increases 
received  by  those  workers  and  wages 
received  by  workers  with  generous 
COLA  clauses.  Yet,  since  any  such 
catch-up  provision  would  apply  to  a 
large  part  of  the  workforce,  the 
provision  would  heavily  influence  the 
overall  rate  of  allowable  pay 
increases. 

Proposals  that  respond  to  these 
problems  must  recognize  the 
relationship  between  the  pay  standard 
and  the  overall  rate  of  inflation.  Thus, 
for  example,  an  8-percent  pay  standard, 
after  inclusion  of  the  costs  of 
maintaining  benefit  programs  and 
employment  taxes,  implies  a  rate  of 
employment  cost  increase  near  9 
percent.  With  little  or  no  productivity 
growth,  unit  labor  costs  will  rise  by  a  ♦ 
matching  amount.  A  proportionate 
passthrough  of  these  costs  (yielding 
constant  profit  margins)  would  imply  a 
basic  rate  of  industrial  price  inflation  of 
9  percent.  If  food,  energy,  and  housing 
price  increases  continue  to  exceed  the 
basic  rate,  the  nation's  inflation  would 
continue  to  be  near  double-digit  levels 
in  the  second  program  year. 

The  difficulties  of  resolving  these 
problems  within  the  confines  of  a 
program  of  meaningful  restraint  on 
inflation  can  be  illustrated  by  the 
following  examples  of  possible  revised 
pay  standards. 

Example  1.  Increase  the  standard  to  8 
percent  and  raise  the  assumed  inflation 
rate  for  purposes  of  evaluating  COLA 
clauses  to  8  percent. 

•  Despite  the  increase  from  7  to  8 
percent,  this  configuration  would  tighten 
the  standard  for  employee  units  with 
COLAs. 

— It  implies  a  1-percent  relaxation  in 
fixed  pay  increases,  but  the  increase 
in  the  inflation  assumption  from  6 
percent  to  8  percent  raises  the  cost 


evaluation  of  COLA  clauses  by  more 
than  1  percentage  point  (since  the 
average  recovery  rate — that  is,  the 
average  percentage  of  the  increase  in 
the  cost-of-living  that  is  compensated 
for  by  the  COLA — is  more  than  50 
percent). 

— It  implies  an  increase  of  unit  labor 
costs  near  9  percent  for  the  economy 
as  a  whole. 

•  This  configuration  would  provide  for 
more  equitable  treatment  between 
COLA  and  non-COLA  employee  units. 
Whether  the  adjustment  would  act  to 
narrow  or  widen  the  present  gap  would 
depend  on  the  actual  inflation  rate. 

— Employee  units  with  COLAs  would 
receive  larger  wage  gains  than  those 
without  COLAs  only  if  the  inflation 
rate  exceeds  8  percent. 

— The  costing  assumption  is  used  only 
for  multi-year  contracts,  and  an  8- 
percent  inflation  assumption  is  not 
unreasonable  as  an  average  rate  for 
the  next  2  to  3  years. 

•  This  option,  however,  does  not 
compensate  those  without  COLAs  for 
the  disparity  of  pay-rate  increases 
during  the  first  program  year.  Any 
attempt  to  do  so  (on  top  of  an  8-percent 
standard)  could  push  the  increase  of 
unit  labor  costs  into  the  double-digit 
range  and  result  in  a  sharp  acceleration 
of  inflation. 

Example  2.  Retain  a  7-percent 
standard  but  assume  an  inflation  rate  of 
7  percent  for  evaluating  COLA  clauses: 
in  addition,  provide  catch-up 
adjustments  for  employee  units  whose 
first-year  actual  pay  increases  averaged 
7-percent  or  less. 

•  Limiting  permissible  wage  increases 
to  7  percent  offers  the  promise  of 
holding  increases  in  total  unit  labor 
costs  below  double-digit  levels. 

•  It  represents  a  tightening  of  the 
standard  for  employee  units  with  COLA 
clauses. 

•  It  provides  an  explicit  catch-up  for 
employee  units  without  COLAs. 

— If  the  catch-up  were  limited  to 
complying  units,  the  overall  impact  on 
employment  costs  would  be 
somewhat  reduced. 

— The  larger  the  catch-up  adjustment, 
the  greater  the  implied  acceleration  of 
inflation:  on  the  other  hand,  the 
smaller  the  catch-up  adjustment,  the 
less  the  disparity  in  first-year  pay-rate 
increases  is  redressed. 

— Alternatively,  the  issue  of  catch-up 
might  best  be  dealt  with  as  an 
inequity  exception  on  a  company-by- 
company  basis. 

Example  3.  Link  the  pay  standard  to 
the  previous  year's  rate  of  price  increase 
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(or  to  the  increase  in  the  CPI  Minus 
selected  items). 

•  Such  an  approach  would  seem  to 
respond  to  arguments  that  the  pay 
standard  is  unfair  because  it  has  implied 
declines  in  real  income. 

•  But  this  approach  fails  to  recognize 
that  losses  of  real  income  that  are  the 
result  of  food  and  energy  price  increases 
in  the  context  of  weak  productivity 
growth  cannot  be  made  up  by  larger  pay 
increases. 

•  Most  importantly,  this  formula 
would  be  by  far  the  most  inflationary.  It 
would  result  in  a  double-digit  pay 
standard  and  a  substantial  acceleration 
of  the  rate  of  inflation. 

Many  combinations  or  variants  can  be 
constructed,  and  comments  should  not 
be  limited  to  the  above  exemples.  But 
comments  should  consider  the  dilemma 
raised  by  the  inconsistent  goals  of 
attempting  to  recoup  past  losses  in  real 
income  and  restraining  the  overall 
inflation  rate. 

2.  One-year  vs.  two-year  standard. 

The  above  examples  have  been 
represented  in  terms  of  a  one-year 
rather  than  a  two-year  standard.  The 
pay  standard  could  alternatively  be 
formulated  as  a  two-year  (cumulative) 
limitation.  For  example,  a  15 ‘/2-percent 
two-year  standard  (7  percent  and  8 
percent  compounded)  is  comparable  to 
an  8-percent  second-year  standard. 
Arguments  in  favor  of  a  cumulative 
standard: 

•  There  are  several  advantages  to  a 
two-year  price  standard  (as  discussed 
above),  and  symmetry  between  the  pay 
and  price  standard  may  be  desirable. 

•  It  has  attractive  equity  properties: 
under  a  cumulative  standard,  employee 
units  that  receive  less  than  the  pay 
standard  in  the  first  year  are  rewarded 
with  a  higher  base  pay  rate  for  the 
second  year;  this  is  not  so  under  a  one- 
year  test. 

Arguments  against  a  cumulative 
standard: 

•  Accounting  for  exemptions  and 
exceptions  granted  during  the  first  year 
would  introduce  complications  that  do 
not  arise  under  the  one-year  standard. 
This  is  especially  true  of  the  low-wage 
exemption,  particularly  if  the  S4.00 
cutoff  is  raised. 

•  The  fixed-population  method  of 
calculating  pay-rate  increases  (based  on 
increases  for  continuing  employees 
only)  would  be  unrealistic  for  many 
employee  units  because  of  the  large 
amount  of  attrition  over  a  two-year 
period.  Rather  than  eliminating  this 
alternative  method,  which  is  used  by  a 
large  number  of  companies,  the  Council 
could  adopt  a  special  one-year  standard 
for  employee  units  using  this  method. 


On  the  other  hand,  there  are  sound 
reasons  for  eliminating  this  alternative 
method,  wholly  apart  from  any  change 
to  a  cumulative  standard,  since  it 
affords  favorable  treatment  to  new 
employees,  creating  an  inequity  and 
encouraging  turnover  of  workforces. 

3.  Time  weighting  of  pay-rate 
increases.  The  Council  is  seeking 
comments  on  a  proposal  to  allow  time 
weighting  of  pay-rate  increases  as  a 
means  of  evaluating  compliance  with 
the  pay  standard.  Under  the  cment 
rules,  compliance  is  evaluated  by 
comparing  pay  rates  in  the  last  quarter 
of  the  program  year  and  the  base 
quarter.  For  collective-bargaining 
contracts,  the  limitation  applies  to  the 
compound  annual  rate  of  increase  over 
the  life  of  the  agreement.  Under  a  time¬ 
weighting  computation,  instead,  pay- 
rate  increases  would  be  weighted  by  the 
portion  of  the  program  for  which  they 
are  in  effect. 

•  The  primary  difficulty  with  time 
weighting  is  that  it  introduces  a 
potential  loophole  since,  for  example,  a 
28-percent  pay-rate  increase  paid  in  the 
fourth  quarter  of  the  program  year 
would  be  evaluated  as  a  7-percent 
annual  increase. 

— Yet  the  28-percent  increase  would  be 
incorporated  into  the  pay-rate  base 
for  the  second  and  subsequent  years. 
— Thus,  if  there  is  a  concern  about 
inflation  beyond  the  program  year, 
permitting  larger  pay  increases  merely 
because  they  are  delayed  is 
undesirable  because  it  would  add  to 
long-run  inflation  pressures. 

•  The  1971-72  controls  program 
allowed  time  weighting  of  union  cost-of- 
living  adjustments. 

— This  treatment  was  justified  because 
the  controls  program  limited  increases 
for  one  year  at  a  time  rather  than  over 
the  life  of  the  contract,  and  pay 
increases  in  excess  of  the  standard 
were  not  allowed  even  if  dictated  by  a 
COLA. 


— Without  time  weighting,  contracts 
would  have  been  negotiated  to 
provide  the  maximum  allowable 
increase  on  the  first  day  of  the 
program  year.  Within  the  current 
voluntary  program,  COLA  payments 
are  not  limited  even  if  they  dictate 
increases  in  excess  of  the  standard. 

— An  adoption  of  time  weighting  would 
'  increase  further  the  attractiveness  of 
COLAs,  without  the  compensating 
ceiling  restriction  on  the  actual 
payment. 

Commenters  on  the  possible 
desirability  of  time  weighting  should 
address  themselves  to  the  effects  it 
might  have  on  the  long-run  inflation 
rate,  and  also  whether  it  would  not  be 
necessary,  under  such  a  system,  to  take 
into  account  also  the  distribution  of  the 
flow  of  wage  increases  during  the  base 
year  as  well.  That  is  to  say,  if  the 
purpose  of  time  weighting  is  to  measure 
the  behavior  of  total  wage  costs  during  a 
program  year,  presumably  that  total 
would  have  to  be  measured  against  the 
comparable  total  in  the  base  year,  rather 
than  the  wage  rate  at  year-end. 

4.  The  low-wage  exemption.  During 
the  first  program  year,  workers  earning 
$4.00  and  hour  or  less  (in  straight-time 
wages)  were  exempted  from  the  pay 
standard.  This  can  be  characterized  as 
an  attempt  to  avoid  an  inequity,  since 
current  inflation  has  imposed 
demonstrably  greater  hardhip  on  low- 
income  people.  The  workers  excluded 
under  this  exemption  account  for 
approximately  35  percent  of  the 
workforce  but,  of  course,  a  much  smaller 
percentage  of  aggregate  employment 
costs  (see  Table  4).  Because  of  general 
inflation,  if  this  low-wage  threshold  is 
not  raised  in  the  second  year,  some 
previously  exempted  workers  would  be 
covered  under  the  standard  in  the 
second  program  year.  Thus,  one  issue 
that  must  be  resolved  is  by  how  much 
the  low-wage  exemption  threshold 
should  be  raised. 


Table  A.— Estimated  Wage  Distribution  for  AH  Workers 
IFoorth  quarter,  1978| 


Cumulative  Estimated  equivaiertt 

Hoofty  eammgs.  1978:IV  percent  wase  in  1979;IV 

distribution 


t5.9 

nn  In  ^0  . 

26.6 

$3.25  10  S3.75 

S3  50  to  S3.99 _ _  _ _  -  ^ 

35.4 

S3.75  to  S4.30. 

S4  00  to  $4.49 . - . . . . . . 

44.2 

$4.30  to  $4.85. 

490 

$4.85  to  $5.40. 

586 

$5.40  to  $5.95. 

$5  50  to  S5  90 . . 

61.9 

$5.95  to  $6.50. 

73.7 

$6.50  to  $7.55. 

Source:  Estimated  by  tbe  Couttcit  from  data  of  the  Bureau  of  Labor  Statistics. 
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The  low-wage  exemption  also  created 
some  administrative  problems  during 
the  first  year.  Under  the  present 
arrangement,  substantial  pay  increases 
for  exempt  workers  can  seriously 
disrupt  the  structure  of  pay  rates  within 
an  employee  unit.  In  addition,  many 
companies  found  it  difficult  to  segregate, 
throughout  the  program  year,  workers 
who  earned  less  than  $4.00  per  hour  at 
the  beginning  of  the  program  year,  as  is 
required  by  the  present  standard.  Some 
companies  erroneously  computed  a 
terminal-quarter  average  pay  rate  by 
excluding  only  workers  earning  $4.00 
per  hour  or  less  in  that  quarter,  this 
introduced  a  bias  into  the  measure  of 
compliance  (i.e„  some  low-wage 
workers  who  should  have  been 
excluded  were  included  in  the  last- 
quarter  calculation,  thus  lowering  the 
average  pay  rate  in  that  quarter). 
Recognizing  the  administrative  costs  of 
making  a  correct  calculation,  the 
Council  is  seeking  comments  on 
alternative  ways  of  implementing  this 
exemption. 

The  Council  has  also  considered  the 
possibility  of  extending  the  exemption 
to  employee  units  with  average  pay 
rates  below  the  cutoff,  even  though 
some  individual  workers  in  the  group 
would  be  above  the  exemption  level.  A 
variation  of  this  approach  would  be  to 
adopt  a  two-step  adjustment  such  that 
employee  units  with  average  pay  rates 
above  the  minimum,  but  less  than  some 
specified  amount  (e.g.,  $5.00),  would 
have  a  more  liberal  standard  than  the 
general  workforce.  Firms  would  not, 
under  this  approach,  separately  identify 
low-wage  workers. 

5.  Exception  for  group-productivity 
incentive  plans.  Because  of  the 
importance  of  productivity  growth  in 
improving  the  real  standard  of  living 
and  in  reducing  inflation,  the  first-year 
standard  was  designed  to  minimize  any 
disincentives  to  productivity 
improvement.  For  example,  on  the  pay 
side,  specific  exceptions  were  provided 
for  pay  increases  in  excess  of  the  7- 
percent  standard  to  the  extent  they  are 
attributable  to  the  elimination  of 
productivity-inhibiting  work  rules  or  to 
piecework  pay,  which  is  explicitly  tied 
to  individual  productivity.  No  exception, 
however,  was  provided  for  group- 
productivity  incentive  plans,  because  of 
the  difficulties  of  identifying 
productivity  improvements  clearly  . 
attributable  to  them,  as  opposed  to 
improvements  that  would  occur 
anyhow.  These  difficulties  would  make 
monitoring  of  such  plans  difficult  and 
create  a  potential  loophole.  However, 


the  heightened  concern  about  the  recent 
low  productivity  growth  rate  justifies 
reconsideration  of  this  issue. 

Any  exception  for  group  incentive 
plans  would  be  based  on  improvements 
in  physical  productivity  only.  Moreover, 
the  only  improvement  rewarded  would 
be  one  that  results  specifically  from  the 
incentive  plan.  Thus,  the  plans  would 
not  reward  productivity  improvements 
that  are  attributable  to  new  capital 
equipment,  changing  technology,  or  any 
other  influence  other  than  workers' 
performance. 

6.  Deferred-compensation  and  profit- 
sharing  plans.  It  has  been  suggested  that 
the  second-year  standards  provide  a 
more  favorable  treatment  of  deferred- 
compensation  and/or  profit-sharing 
arrangements,  since  each  has  some  anti- 
inflationary  attributes. 

Part  of  a  long-run  attack  on  inflation 
might  include  an  encouragement  to 
savings;  a  favorable  treatment  of 
deferred  compensation  would  be 
desirable  on  this  account.  On  the  other 
hand,  employer  contributions  for 
deferred  compensation  increase  labor 
costs  just  as  much  as  current  wage 
payments. 

The  attraction  of  profit-sharing  is  that 
it  might  increase  incentives  for 
improved  productivity,  and  also 
moderate  the  threat  to  the  standards 
that  arises  from  the  tension  between 
claims  for  increased  profits  on  the  one 
hand  and  higher  wages  on  the  other.  We 
solicit  comments  on  the  desirability  of 
completely  or  partially  exempting 
contributions  to  wages  from  profit- 
sharing  as  well  as  on  the  possibility  of 
giving  preferred  treatment  to  Employee 
Stock  Ownership  Plans. 

7.  Incremental  pay  plans  in  the  public 
sector.  In  the  public  sector,  workers 
often  receive  individual  step  increments 
as  well  as  across-the-board  annual  pay 
increases.  In  general,  the  existing 
standard  treats  longevity  increases  as 
chargeable  pay  increases,  while 
qualification  increases  (associated  with 
skill  changes)  may  be  excluded.  In  the 
public  sector,  however,  many 
incremental  pay  plans  lie  in  between  the 
two  extremes,  and  the  proper 
classification  depends  on  the  intent  of 
the  plan. 

In  the  first  program  year,  the  Council 
left  the  determination  to  the  individual 
parties.  But  State  and  local  governments 
have  often  made  determinations  that 
have  resulted  in  differences  in  the 
treatment  of  similar  compensation  plans 
among  neighboring  jurisdictions.  This 
has  created  some  difficulties. 


Four  possible  ways  of  handling  pay 
increments  for  the  second  program  year 
are  illustrated  below. 

Example  1:  Include  all  increments  as 
pay  increases. 

This  approach  is  easy  to  administer, 
and  public  employees  in  all  jurisdictions 
would  be  treated  the  same.  It  does  not, 
however,  recognize  legitimate 
qualification  increases. 

Example  2:  Exclude  all  pay 
increments. 

This  approach  would  result  in  some 
public  employees  obtaining  pay 
increases  equal  to  the  standard  plus 
incremental  pay  increases  of  varying 
amounts,  whereas  such  increases  are 
rarely  present  in  private-sector  pay 
plans. 

Example  3:  Create  a  dividing  line 
between  qualification  and  longevity 
based  upon  years  of  service,  e.g.,  count 
all  increases  after  three  years  of  ^ 

employment. 

This  approach  would  provide  a  clear 
criterion,  but  it  would,  in  many 
individual  situations,  not  be  consistent 
with  the  intent  of  the  distinction 
between  qualification  and  longevity 
increases. 

Example  4:  Distinguish  conceptually 
between  true  qualification  increases  and 
mere  longevity  increases,  perhaps  by 
listing  criteria  for  the  former. 

In  principle,  this  is  a  desirable 
approach,  but  it  would  be  difficult  to 
administer. 
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